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THEORY AND PRACTICE
Current Studies and Concepts
EILEEN T. CORCORAN, CPA, Special Editor
Arthur Young & Company
Chicago, Illinois
A synopsis of the exposure draft “Proposed 
APB Opinion: Accounting Changes” is pre­
sented below.
This Opinion defines various types of ac­
counting changes and establishes guides for 
determining the manner of reporting each type. 
It also covers the reporting of a correction of 
an error in previously issued financial state­
ments. It applies to financial statements which 
purport to present financial position and results 
of operations in conformity with generally ac­
cepted accounting principles.
The term accounting change means a change 
in (a) an accounting principle, (b) an ac­
counting estimate, or (c) the reporting entity. 
The correction of an error in previously issued 




The Board concludes that an entity should 
initially adopt those accounting principles 
which on the basis of the substance of the 
facts and circumstances then existing appear 
to furnish results most useful to financial 
statement users. It also concludes that there 
is a presumption that an accounting principle 
once adopted should not be changed in ac­
counting for events and transactions of a 
similar type.
The Opinion states that this presumption 
may be overcome only if the enterprise demon­
strates that an alternative accounting principle 
that is generally accepted will provide more 
useful financial information. However, it states 
that a method of accounting previously 
adopted for a type of transaction or event 
which is being terminated or which is a single, 
nonrecurring event in the past should not be 
changed. It states that an Opinion of the Ac­
counting Principles Board in which a prefer­
ence for or approval of an accounting principle 
is expressed is sufficient support for a change in 
accounting principle. In the absence of an APB 
Opinion, it states that the burden of justify­
ing a change rests with the entity proposing 
the change.’
The Opinion provides that the nature of 
and justification for a change in accounting 
principle and its effect on income should be 
disclosed in the financial statements of the 
period in which the change is made. The 
justification for the change should explain 
clearly how the newly adopted accounting 
principle results in more useful financial infor­
mation to users of financial statements.
Reporting A Change in 
Accounting Principle
The Board concludes that in the period of a 
change in accounting principle:
a. Financial statements for prior periods 
included for comparative purposes should 
be presented as previously reported.
b. The cumulative effect of retroactive ap­
plication of the new accounting principle 
on the amount of retained earnings at the 
beginning of the period in which the 
change is made should be included in 
net income of that period. The amount 
of the cumulative effect should be shown 
in the income statement between the 
captions “extraordinary items” and “net 
income”. The cumulative effect, while 
not an extarordinary item, should be 
reported in a manner similar to an ex­
traordinary item. The per share informa­
tion shown should include the per share 
amount of the cumulative effect of the 
accounting change. Income before extra­
ordinary items for the period of the 
change should be reported on the basis of 
the newly adopted accounting principle.
c. Net income and the related earnings per 
share amounts computed on a pro forma 
basis by applying the newly adopted 
accounting principle retroactively should 
be shown on the face of the income state­
ments for prior periods presented. Such 
disclosures should be made for:
1. income before extraordinary items
2. net income
3. earnings per share amounts for “1” 
and “2” (primary and fully diluted, 
as appropriate).
The pro forma amounts should be shown 
in both current and future reports for all 
periods presented which were affected 
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by the change in accounting principle. 
If an income statement is presented only 
for the current period, the pro forma 
amounts should be disclosed for the im­
mediately preceding period.
When the pro forma amounts cannot be 
computed or reasonably estimated for individ­
ual prior periods, although the cumulative 
effect on retained earnings at the beginning 
of the period of change can be estimated, the 
cumulative effect should be reported in the 
income statement of the period of change in 
the maimer previously described. The reason 
for not showing the pro forma amounts should 
be disclosed.
If the effect on retained earnings at the 
beginning of the period in which a change is 
made cannot be estimated, disclosure will be 
limited to showing the effect of the change 
on the results of operations of the current 
period and to explaining the reason for omitting 
accounting for the cumulative effect and dis­
closure of pro forma amounts for prior years, 
e.g. a change in inventory pricing method from 
FIFO to LIFO.
Other matters
The Board also concludes that adoption of 
an amortization method for newly acquired 
long-term assets different from the one used 
for previously recorded assets of a similar 
class may be considered as initial adoption of 
an accounting principle. When a company 
adopts a new method of amortization for 
new assets and continues to use that method 
for all additional new assets of the same class 
but elects to continue use of the previous 
method for existing balances of that class, the 
adoption does not require a retroactive ad­
justment.
Disclosure of adoption of a new method of 
amortization only for newly acquired assets 
should include a description of the nature of 
the change and its current effect on income 
before extraordinary items and net income, 
together with the related per share amounts.
It also concludes that the inclusion in net 
income of the cumulative effect of retroactive 
changes in accounting principles is not re­
quired when a company first issues its financial 
statements for any one of the following pur­
poses: (a) obtaining additional equity capital 
from investors, (b) effecting a business com­
bination, or (c) registering securities. This 
exemption is available only for changes made 
at the time a company’s financial statements 
are first used for any of those purposes and is 
not available to companies whose securities 
currently arc widely held. In these circum­
stances the financial statements may be retro­
actively restated with disclosure of the change 
and a brief description of its nature and the 
justification.
Reporting a Change in 
Accounting Estimate
The Board concludes that the effect of a 
change in accounting estimate should be 
recognized in (a) the period of change if the 
change affects that period only or (b) the 
period of change and future periods if the 
change affects both. A change in an estimate 
should not be recognized by restating amounts 
reported in financial statements of prior peri­
ods.
It states that a change in accounting estimate, 
i.e. residual values or periods of benefit, which 
is recognized in whole or in part by a change 
in accounting principle, such as a change 
from deferral to expensing of research and 
development costs, should be reported as a 
change in an estimate. This is because the 
cumulative effect attributable to the change 
in accounting principle cannot be separated 
from the current or future effects of the change 
in estimate.
The Opinion states that the effect on income 
before extraordinary items, net income, and 
related per share amounts of the current period 
should be disclosed when a change in estimate 
is made that affects several future periods, 
such as a change in service lives of depreci­
able assets. Disclosure of the effect on those
(Continued on page 19)
Now, and in the future, an executive's effectiveness can be seriously jeopardized if he does not have a 
conscience.
W. W. Keeler, 




(Continued from page 13)
income statement amounts is not necessary 
for estimates macle each period in the ordinary 
course of accounting for items such as uncol­
lectible accounts or inventory obsolescence; 
however, that disclosure is recommended if 
the effect of a change in the estimate is 
material.
Reporting a Change in the Entity
The Board concludes that accounting 
changes which result in financial statements 
that are in effect the statements of a different 
reporting entity should be reported by restating 
the financial statements of all prior periods 
presented.
It provides that the financial statements of 
the year in which a change of reporting entity 
is made should describe the nature of the 
change and the reason for it. In addition, the 
effect of the change on income before extra­
ordinary items, net income, and related per 
share amounts of the period of change should 
be disclosed. Similar disclosures should be 
made of the differences between amounts pre­
viously reported in periods presented and those 
shown in the restated financial statements.
Reporting a Correction of an Error in 
Previously Issued Financial Statements
The Board concludes that correction of an 
error in the financial statements of a prior 
period discovered subsequent to their issuance 
should be reported as a prior period adjust­
ment. It provides that the nature of the error 
in previously issued financial statements and 
the effect of its correction on income before 
extraordinary items, net income, and the re­
lated per share amounts should be disclosed 
in the period in which the error was discovered 
and corrected.
TAX FORUM
(Continued from page 15)
with respect to sales to and purchases from 
unrelated parties. A Belgian subsidiary had 
purchased glass from another Belgian company 
outside the controlled group; the prices were 
shown to be lower than the prices PPG was 
charging its Swiss subsidiary. Comparisons 
with the prices charged to U. S. customers 
also indicated that PPG was not selling to its 
Swiss subsidiary at abnormally low prices.
The second test applied was the over-all 
reasonableness of the profits reported by the 
subsidiary. The financial statements had been 
completely restated as the original statements 
were unaudited and had not shown income 
from export sales separately from other income 
in each product line. The cost system was 
altered to some extent on the restatement. 
The court agreed with the overall reasonable­
ness of the financial reports submitted in evi­
dence and approved the accounting principles 
used in the restatement of the financial reports.
The third factor considered was the ratio of 
profit before tax to gross sales of the Swiss 
subsidiary as compared to the U. S. parent’s 
profit before tax on the export sales. It was 
shown in the restated financial statements that 
the parent company was making a higher gross 
profit margin and net profit before tax on its 
sales to the Swiss subsidiary than the Swiss 
subsidiary was making on its resale of the same 
products.
In Conclusion
A number of other interesting Section 482 
issues were raised in the PPG Industries case, 
but space does not permit a full discussion 
of all of them. The Commissioner of Internal 
Revenue has not had adequate guidelines to 
follow in raising Section 482 issues. This has 
made it difficult for industry to establish pric­
ing policies which would be sufficiently liberal 
to allow them to penetrate world markets and 
yet not so liberal as to raise the spectre of 
a Section 482 reallocation of income. By the 
time the Internal Revenue Service has raised 
such an issue, it is usually too late to recover 
any foreign taxes paid with respect to the same 
income. The facts involved in the PPG In­
dustries have been reported in intricate detail. 
Hopefully, the case establishes some guidelines 
for both the taxpaver and the Revenue Agent.
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